We examine the relation between firm reputation and the cost of debt financing. We posit that corporate reputation represents "soft information" not captured by balance sheet variables, which is nonetheless valuable to lenders. Using Fortune magazine's survey of company reputation, we find an inverse relation between a company's reputation and its bond credit spreads. We also find that firms with high reputation face less stringent covenants and are less likely to be the target of SEC fraud investigations. Further testing shows that bad reputation is a good ex ante predictor of corporate failure. Our study provides evidence that firm reputation is an important consideration in the pricing of corporate public debt.
Introduction
Prior research has demonstrated the role that reputations play in mitigating agency problems between principals and agents. The literature has shown that reputations emerge from information asymmetries (Milgrom and Roberts 1982) . Asymmetric information about a player's true type gives rise to reputation, a formalized belief about the player's type based upon their past actions. In their seminal work on repeated games, Milgrom and Roberts show that players, through their actions, can shape their reputations. By taking actions that are in the principal's interests even without a formal or explicit contract, a player can develop a reputation for a certain characteristic that helps reduce agency problems and increase payoffs at a later stage. Since it is costly to build and maintain, a "good" reputation must allow a player to earn future rents. Theoretical literature in economics predicts that firms with higher reputations will enjoy rents in the form of access to capital markets at relatively lower cost (Diamond 1989 and 1991) .
Because a good reputation serves as a signal that the company will take actions consistent with investors' interests, a company that acts to enhance its reputation is rewarded by investors with a lower cost of capital. Empirical evidence supporting this prediction, however, is limited. The only direct research to date comes from Cao, Myers, Myers, and Omer (2014) , who document a negative association between firm reputation and the cost of equity.
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In this paper, we extend the literature by examining the relation between firm reputation and the cost of capital from a different perspective, namely that of bondholders. In doing so, we attempt to answer the following two main questions: (i) Is firm reputation priced in the debt market, and (ii) if so, what are the channels through which firm reputation affects the cost of debt. To the best of our knowledge, there is no empirical research on this topic. The closest studies focus on a company's relationship with its employees. Bauer, Derwall and Hann (2009) find that firms with strong employee relationships enjoy a lower cost of debt and higher bond ratings. Similarly, Verwymeren and Derwall (2010) show that employee well-being is associated with higher credit ratings. But while employee relationships may constitute one aspect of firm reputation, the reputation of a company encompasses several dimensions (e.g., quality of product, innovation, financial soundness etc.). Using scores from Fortune magazine's "most admired companies" survey, we find an inverse relation between a company's reputation and its bond credit spreads. We also find that firms with high reputation face less stringent covenants and are less likely to be the target of SEC fraud investigations. Further testing suggests that reputation is a good ex ante predictor of corporate failure. Overall, our study provides evidence that firm reputation represents "soft information" that is nonetheless valuable to lenders. We begin our analyses by examining the association between the firm's reputation and its credit yield spread. We argue that since bondholders have limited upside potential in their investment, they have different demands for numerous attributes of accounting information (Armstrong, Guay, and Weber 2010) , and especially for financial reporting quality. This issue is important because debt contracts generally include clauses and covenants that are often based on reported financial statement variables (e.g., balance sheet leverage and earnings-based interest coverage ratios), and where violations are triggered by decreases in the value of the firm. These violations allow lenders to dictate future managerial actions including major financing and investment decisions. Therefore, better financial reporting quality provide for better debt valuation since it leads to accurate revisions of book value of assets, liabilities, equity, and earnings, and therefore precise violations of financial covenants (Ball, Robin, and Sadka 2008) .
We posit that reputable firms will provide quality financial reporting leading to a lower cost of debt financing. In line with this argument, Cao, Myers, and Omer (2012) examine the association between firm reputation and financial reporting quality and find a negative relation between reputation and the likelihood of misstatements. They find that companies with higher reputations are less likely to misstate their annual financial statements, report less extreme discretionary accruals, and are willing to pay higher audit fees, evidence consistent with the idea that higher-reputation companies produce higher-quality financial statements. Financial reporting quality is also an outcome of better corporate governance and better business decisions (Dechow, Sloan, and Sweeney 1996; Klein 2002; Krishnan and Visvanathan 2008) . Further, a fundamental benefit of reputation is that it reduces the confidence interval around hard (quantifiable) information estimates, thereby increasing creditor reliance on publicly available accounting statements (Reeb and Roth 2014) .
Next, we examine the channels through which firm reputation affects the cost of debt.
Specifically, we investigate the relation between firm reputation and three channels: debt covenants, SEC enforcement actions, and default probability. First, shareholders can expropriate bondholder wealth by liquidating the firm's assets and distributing them to shareholders, undertaking risky projects after the issuance of debt, under-investing, and diluting existing bondholders' claims through the issuance of new debt with higher seniority. The agency theory of covenants suggests that rational debt holders aware of such conflicts will require a premium for holding the firm's debt. As a result stockholders will bear these costs ex-ante and will use debt covenants to limit management's ability to expropriate wealth from bondholders in an attempt to reduce the firm's cost of debt (Jensen and Meckling 1976; Smith and Warner 1979; Bradley and Roberts 2004) .
Prior literature has identified certain company characteristics that lead to more intense covenant use. Malitz (1986) finds that the covenant use decreases with the size of the firm and increases with existing leverage ratio. Begley (1994) shows that firms with higher default probabilities, fewer assets in place and that generate small amounts of operating cash flows use covenants to restrict dividend payments and additional borrowing. Bradley and Roberts (2004) find that cash flow volatility is an important determinant of covenant intensity and interpret this as evidence of the relevance of financial health and asymmetric information in the contracting decision process. Therefore, based on the agency theory of covenants we expect that more reputable firms will face fewer covenant restrictions.
Second, we examine whether a firm's reputation is related to SEC enforcement actions due to fraud. We conjecture that reputation is a valuable asset that firms attempt to preserve by avoiding actions that reduce its value. In particular, Karpoff and Lott (1993) and Karpoff, Lee, and Martin (2008) show that reputational costs of corporate fraud are large and constitute most of the costs incurred by firms accused or convicted of fraud. Chava, Huang and Johnson (2014) show that firms that misreport financial information pay higher loan spreads for at least six years following disclosure of misreporting. Therefore, we test whether firms with high reputation scores avoid fraudulent behavior and thus have lower costs of borrowing.
Third, we investigate whether highly reputable firms are less likely to face bankruptcy. This is ultimately an empirical question and given that firm size and profitability increase while idiosyncratic volatility and leverage decrease with firm reputation, we expect to find highly reputable firms to have lower likelihoods of failure. Therefore, it is essential for us to control for other firm characteristics known to influence credit risk when analyzing the effect of firm reputation on bond spreads as these characteristics are significantly correlated with reputation.
We proxy for corporate reputation using ratings from Fortune magazine's annual ranking of "most admired companies." To produce its ranking, Fortune magazine conducts an annual survey in which industry experts are asked to rate companies along a number of dimensions, from financial soundness to social responsibility. 3 The participants in the survey are senior executives, directors, and securities analysts from the same industry as the companies being measured. They are familiar with the companies they assess and are thus likely to be informed in their judgments.
The ratings are publicly available and convey information from knowledgeable industry insiders to investors about an organization's underlying attributes -attributes that might otherwise be difficult for investors to observe. The Fortune ratings are the most widely-used measure of company reputation in academic research in finance and management 4 and are part of an emerging academic literature in accounting. 5 The Fortune ratings are widely used because "they represent an independent measure of company reputation that covers a large number of companies, is publicly available, and appears to embody the construct "reputation" (Cao, Myers and Omer 2012; Fombrun and Shanley 1990; Roberts and Dowling 2002) .
Using Fortune magazine's "most admired companies" survey, we find that higher reputation scores are associated with lower monthly credit spreads on risky bonds. A half-point (0.5) improvement in the reputation score, or moving up one quintile in the reputation rankings, reduces credit spreads by roughly 14 basis points. We obtain our results after taking into account the impact of firm-level variables known to affect credit risk. Moreover, we find that the effect of the reputation score on credit spreads varies with the information environment: firm reputation has an even larger impact on credit spreads when other information about a firm is less-widely 3 The dimensions are quality of management, quality of products or services, innovativeness, long-term investment value, financial soundness, responsibility to the community and the environment, wise use of corporate assets, and ability to attract, develop, and keep talented people. 4 See for example Fombrun and Shanley 1990; Fombrun, Gardberg and Sever 1999; Roberts and Dowling 2002; Barber, Heath and Odean 2003; Flanagan and O'Shaughnessy 2005; Anginer and Statman 2010. 5 See for example Cao, Myers and Omer (2012 ), Cao, Cassell, Myers and Omer (2012 ), and Cao, Myers, Myers and Omer (2014 disseminated to outsiders as in the case when a company is covered by fewer analysts. We perform a series of tests to examine the robustness of our results. In our main regressions, we include firm fixed effects, Fama-Macbeth style regressions, and an instrumental variable approach to address possible endogeneity. In all, we find that the Fortune reputation score substantially improves our ability to explain the cross-section of corporate bond credit spreads.
Additional testing shows that firms with high reputation face less stringent covenants and are less likely to be the target of SEC fraud investigations. We also find that the Fortune reputation score captures an aspect of credit risk not captured by traditional measures of distress risk. We find a highly significant inverse relation between our measure of reputation and the likelihood of firm default, even after controlling for credit rating, Merton's distance-to-default measure, and a comprehensive list of accounting and market variables used by Campbell, Hilscher and Szilagyi (2008, hereafter CHS). While many firm-level characteristics, such as leverage, profitability and idiosyncratic volatility, have been found to predict firm failures, we identify an additional variable that is derived from industry experts' knowledge and perception of the firm. This additional failure predictor reflects unique information about whether a firm's true type is one that honors its commitments. Overall, the evidence suggests that reputation is an important determinant in the pricing of public corporate debt.
Our paper is related to a strand of literature that examines the role of reputation as an informal enforcement mechanism when there are limits to contracting and adjudication. Studies have found that reputation concerns facilitate commercial transactions by encouraging firms to perform even in the absence of formal contract enforcement (e.g., MacLeod 2007; Klein and Leffler 1981) . Recent empirical work shows that reputation is a qualitatively important determinant of default rates under commercial contracts, deterring short-term opportunism (Banerjee and Duflo 2000; McMillan and Woodruff 1999) . Corporate reputation can also be considered a complement to corporate governance, as both are means to reduce agency problems. But while corporate governance mechanisms rely upon explicit contracts and external monitoring, reputation-based mechanisms rely upon self-discipline by the agent and repeated interactions between players. Cao, Myers and Omer (2012) find that reputation concerns motivate companies to maintain high financial reporting quality. Research has found that reputation concerns influence the behavior of auditing firms, investment banks, financial analysts, and directors into taking actions that provide long-term benefits instead of exclusively short-term ones (e.g., Reynolds and Francis 2001; Larcker and Richardson 2004; Jackson 2005; Fich and Shivdasani 2007; Ljungqvist et al. 2007) . Despite the growing interest in company reputation and an increasing amount of reputation-related research, we know of no prior research that explicitly studies the effect of a company's reputation on its borrowing costs.
Our study also contributes to the literature on the determinants of the cost of debt. Prior studies have attempted to explain variation in credit spreads on corporate bonds using firm characteristics, such as leverage and profitability, that are associated with financial distress (e.g., Collin-Dufresne, Goldstein and Martin 2001; Duffee 1999; Amato and Remolona 2003; Elton et al. 2001) . These studies conclude that there is a large component of credit spread variation that remains unexplained. Reputation enters these models only indirectly -to the extent captured by equity prices. In this paper, we show that by explicitly incorporating firm reputation directly, we improve our understanding of credit risk.
We further contribute to the literature on firm reputation by documenting an additional economic benefit associated with reputation. While prior work has suggested that reputational capital is an important asset for many firms, allowing firms to charge premium prices for high quality products (Klein and Leffler 1981; Allen 1984; Milgrom and Roberts 1986) or lowering their cost of equity (noted above), our study shows that firm reputation can also lower the cost of debt. The findings should be of interest to researchers and company leaders interested in the benefits of building and protecting company reputation.
The rest of the paper is organized as follows. Section 2 describes the Fortune reputation score and other data utilized in this study, and gives an overview of the methodology used. Section 3 provides descriptive statistics. Section 4 establishes that the Fortune reputation score is not merely another proxy for default risk. Section 5 provides our main results. Section 6 concludes.
Data and Methodology
We measure firm reputation using Fortune magazine's annual ranking of "most admired companies." Fortune magazine has published an annual survey of company reputations since 1983. Each year, Fortune asks senior executives, directors and securities analysts to rate the ten largest companies in their industry on eight attributes of reputation, using a scale from zero (poor) to ten (excellent). The attributes are quality of management, quality of products or services, innovativeness, long-term investment value, financial soundness, responsibility to the community and the environment, wise use of corporate assets, and ability to attract, develop, and keep talented people. The overall score of a company is the mean of the ratings on the eight attributes. This overall mean score is used to rank companies by reputation. Our approach follows that taken by Anginer and Statman (2010) and Statman, Fisher and Anginer (2008) Firm-level accounting information is obtained on a quarterly basis from COMPUSTAT and price information is obtained on a monthly basis from CRSP. We exclude financial firms (SIC codes 6000 through 6999) from the sample. It is important for us to control for known 6 We find that the first principal component of the eight attributes explains 85% of the variation in the reputation score. Moreover, there is a 99.97% correlation between the first principal component and the mean reputation score, justifying use of the mean value. We also repeated our main analyses using the first principal component of the attributes and obtained results that are qualitatively and quantitatively similar to the results using the overall Fortune score. determinants of credit spreads, especially those that relate to credit risk. We use a number of distress measures that have been previously used in the literature (e.g., Anginer and Yildizhan 2012; Campbell, Hilscher and Szilagyi 2008) . The variables we use are the following:
ROFITABILITY is a geometrically declining average of past values of the ratio of net income to total assets; LEVERAGE is the ratio of total liabilities to the market value of total assets; EXCESS RETURN is a geometrically declining average of monthly log excess stock returns relative to the S&P 500 index; CASH is the ratio of cash to the market value of total assets; IDIOVOL is the standard deviation of regression errors obtained from regressing daily excess returns on the Fama and French (1993) factors; MARKET-TO-BOOK is the market-to-book ratio; SIZE is market capitalization; MERTONDD is the Merton (1974) "distance-to-default" measure, which is the difference between the asset value of the firm and the face value of its debt, scaled by the standard deviation of the firm's asset value; CHS-Z is the Campbell-Hilscher- . We exclude all bonds that are matrix-priced (rather than market-priced) from the sample. We remove all bonds with equity or derivative features (i.e., callable, puttable, and convertible bonds), bonds with warrants, and bonds with floating interest rates. Finally, we eliminate all bonds that have less than one year to maturity.
A firm-year observation is included in our analysis if we have a reputation score, bond data from three bond databases (Lehman, NAIC, and TRACE), firm specific data from Compustat, institutional ownership data from Thomson Financial, stock return data from CRSP, and corporate governance data from RiskMetrics. These limitations result in 15,434 firm years and 315 unique firms with credit spread and firm-level data for which we also have a corresponding Fortune reputation score. Table 1 provides descriptive statistics for the sample of firms using the mean, median, standard deviation, and 25th and 75th percentiles. Our main variable reputation has mean and median scores of about 6.4 (out of 8) with a standard deviation of 0.90. The bonds in the sample have mean (median) credit spreads of about 140 (100) with a standard deviation of about 160 basis points. Bonds also have mean credit ratings of about BBB+. In terms of firm characteristics, firms in the sample have median leverage ratio of 48%, cash ratio of 2.2%, market-to-book ratio of 2.1, governance index of about 10 (more shareholder than management rights), and 62% institutional ownership.
Descriptive Statistics

[Insert Table 1 Here]
Reputation is highly positively correlated with firm characteristics that are associated with higher likelihood of firm survival. Specifically, firms with higher profitability, lower leverage, lower idiosyncratic volatility, higher past returns and larger size also enjoy higher reputations.
Firms with higher reputations hold less cash. Higher reputation also implies lower likelihood of default as measured by traditional measures of distress risk -Merton's distance to default, Standard & Poor's corporate credit rating, and CHS z-score.
To better understand how firm reputation is related to various default risk measures and other firm characteristics, we form portfolios based on reputation. Table 2 reports summary statistics for portfolios of companies sorted on the Fortune reputation score. According to Table 2, more reputable firms have lower credit spreads, both economically and statistically. A one point increase in the reputation score would take a firm from the second-lowest reputation quintile to the second-highest reputation quintile while reducing its credit spread from 133 basis points to 106 basis points, a difference of 27 basis points. More reputable firms also have higher marketto-book ratios, in both an economic and statistical sense, suggesting that more reputable firms are valued similar to growth companies.
[Insert Table 2 Here]
There is a monotonic relation between the reputation score and Merton's distance-to-default measure. As the reputation score increases so does the distance-to-default measure. There is a similar monotonic relation between the reputation score and corporate ratings obtained from Standard and Poor's (S&P). 7 The numerical value of the S&P rating decreases as we move from the lowest reputation group (L) to the highest reputation group (H) indicating once again that high reputation firms have lower default risk. A move from the lowest reputation group (L) to the highest reputation group (H) is equivalent to a firm increasing its rating from BBB/BBB-to A+/A. We observe a similar monotonic pattern in portfolios that are sorted with respect to the CHS z-score. The value of the CHS z-score increases as we move from the lowest reputation group (L) to the highest reputation group (H). These monotonic relationships suggest that there may be some overlap between the reputation score and standard distress measures. To better understand the extent of any potential overlap, we conduct a more detailed analysis in Section 4.
Disentangling the Fortune Reputation Score from Default Risk
Previous research has identified that low default risk firms have substantially lower credit spreads, i.e. lower costs of debt. Could it be that high reputation firms have lower costs of debt simply because reputation is a direct proxy for default risk? In this section, we investigate in detail the relation between reputation and default risk.
In particular, we want to see if the inverse and monotonic relation between firm reputation and cost of debt persists once we explicitly control for the impact of distress risk. To control for the effect of distress risk, we perform a double sort. We sort firms into five groups each
September from 1982 to 2006 based on the most recent measure of distress risk (using, alternatively, Merton's distance to default (MERTONDD), S&P rating (RATING), and CHS zscore (CHS-Z)). Then, within each distress risk group, we sort firms according to their reputation scores (REPUTATION), creating a total of 25 portfolios. The credit spreads (SPREAD) for the five reputation portfolios are averaged over each distance to default portfolio to account for the impact of distress risk. Hence, the reputation portfolios control for the impact of distress risk. The same procedure is repeated using S&P rating (RATING) and using CHS zscore (CHS-Z). We also calculate the spread for a high-reputation minus low-reputation hedge portfolio.
We report, in Panel A of Table 3 , average values of Merton's distance to default, S&P rating and CHS z-score for each of the five reputation portfolios. There is a strong relation between reputation and the three distress risk measures. Merton's distance to default increases monotonically from 4.36 for the lowest reputation group to 13.77 for the highest reputation group. S&P rating decreases from 11.7 for the lowest reputation group to 4.18 for the highest reputation group. Similarly, CHS z-score increases monotonically from 7.37 for the lowest reputation group to 8.83 for the highest reputation group.
[Insert Table 3 Here]
Panel B shows the spreads for the individual 25 portfolios formed by double-sorting based on CHS z-score and the reputation score. Panel B shows that the impact of reputation is greatest for firms in the highest distress risk portfolios. A zero cost portfolio formed by going long highreputation firms and shorting low-reputation firms has an average spread difference of -284.54 basis points, when these firms are in the highest distress risk group. However, the zero cost portfolio has an average spread difference of only -57.70 basis points, when these firms are in the lowest distress risk group. These results suggest that borrowing costs of high distress risk firms are a lot more sensitive to the impact of reputation.
Panel C of Table 3 reports average spreads for the five reputation portfolios without controlling for distress risk, as well as average spreads after controlling for each of the three distress risk measures. According to Panel C, a zero cost portfolio formed by going long highreputation firms and shorting low-reputation firms has an average spread difference of -109.5 basis points. This premium decreases to only -93.6 basis points when we control for the effect of distress risk using the CHS z-score. When we control for distress risk using Merton's distance to default or S&P rating, the spread difference for the hedge portfolio is not reduced. To the contrary, it is somewhat higher than in the uncontrolled case. These results suggest that the cost of debt difference to high-reputation minus low-reputation bond portfolios cannot be explained away by the impact of distress risk, when traditional measures of distress risk are used. The reputation score measures a distinct characteristic affecting the cost of debt that is not captured by the traditional distress risk measures.
Empirical Results
In this section, we first examine in greater detail the relation between the cost of debt and a firm's reputation as measured by its Fortune score. Regressing credit spreads on the Fortune reputation score and control variables, we find that a higher reputation score leads to a lower cost of debt (Section 5.1). We then show that firms with higher reputation scores are associated with fewer debt covenants (Section 5.2) as well as fewer corporate fraud investigations (Section 5.3).
Finally, we show empirically that the reputation measure is a good ex ante predictor of corporate default (Section 5.4). We find that our measure of reputation contains information on default risk above and beyond that conveyed by the standard measures.
Reputation and Credit Spreads
To examine the relation between the cost of debt and firm reputation, we run regressions where we proxy for the cost of debt via firm-level corporate bond spreads described in Section 2. Table 4 reports OLS regressions of credit spreads on the reputation score, with standard creditrisk controls and other determinants of corporate spreads. It shows a robust inverse relation between a firm's reputation and the credit spread on its bonds. In each specification, the coefficient on the reputation variable is significant and takes a negative value. Firms with better reputations enjoy lower credit spreads.
[Insert Corporate reputation might be considered a complement to corporate governance, as both are means to reduce agency problems. Hence, in the second column, we add the governance measure (GOVERNANCE) as in Gompers, Ishii and Metrick (2003) to measure the extent of shareholder rights. The impact of reputation on cost of debt retains its statistical and economic significance in the presence of the governance control.
The reputation scores of companies in some industries might be higher on average than those in other industries. Hence, in the third column, we employ industry fixed effects in place of firm fixed effects. The coefficient on the reputation variable is highly significant statistically and economically.
Past research ties CEO reputation to firm reputation. In order to control for the effect of CEO reputation on the firm's cost of debt, in the fourth column, we employ CEO fixed effects in place of firm fixed effects, and once again find the coefficient on the reputation variable to be statistically significant with comparable economic impact.
In column seven of Table 4 , we find the same robust inverse relation between firm reputation and credit spreads when we use Fama-Macbeth regressions. Overall, columns one, two, three, four and seven of Table 4 indicate that the Fortune reputation measure is negatively related to credit spreads. 8 We obtain our results after taking into account the impact of firm-level variables known to affect credit risk. And the results are robust to alternative regression specifications, including fixed effects and Fama Macbeth regressions.
These results contribute to the literature that tries to explain the variation in credit spreads.
Prior studies have relied upon conventional financial health indicators, largely based upon accounting and market data, to explain variation in credit spreads (e.g., Collin-Dufresne, Goldstein and Martin 2001; Duffee 1999; Amato and Remolona 2003; Elton et al. 2001 ). Those studies find that a large component of credit spread variation remains unexplained. Reputation enters these models only indirectly, to the extent it is being captured by equity prices. By explicitly incorporating reputation, we find that we improve our ability to explain cross-sectional variation in credit spreads.
Since theoretical work (e.g., Diamond 1989 Diamond , 1991 Milgrom and Roberts 1982) views reputation as emerging out of asymmetric information, it is also important to examine how the information environment affects the relation between reputation and the cost of debt. Reputation can substitute for tangible information about a borrower. When tangible information about a firm is less-readily available to investors, reputation should play a greater role in determining the cost of debt. Thus, the ability of market participants to observe and gather tangible information about the firm should affect the value they attach to a company's reputation.
In columns five and six of has an even larger effect on credit spreads when a company is covered by fewer analysts.
In addition to analyst coverage, we also use firm size to measure the availability of information. 9 Fama (1985) argues that the information supplied by a firm increases with its size.
Similarly, Easley and O'Hara (2004) show that size acts as a measure of the information structure of the firm. Hence, reputation should play a greater role for smaller companies.
Results are in column (6). The significant negative coefficient on log SIZE indicates that small firms have higher credit spreads. More importantly, the coefficient on the interaction term, REPUTATION * log SIZE, is significant and positive. The effect of reputation on credit spreads is greater for smaller firms.
Whether we measure the availability of information using analyst coverage or firm size, we reach a similar conclusion: as less information is available to outsiders, a firm's reputation carries more weight in the pricing of its debt. The value that market participants attach to a firm's reputation varies with their ability to observe and gather other information about the firm.
Stating it in broader terms, the effect of firm reputation on the cost of debt varies with the information environment of the firm. In that sense, our study extends recent papers that examine . We show that, in addition to exploiting the reputations of third-party certifiers, firms can also exploit their own good reputations to lower their cost of debt.
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In sum, we find a robust and significant inverse relation between the Fortune reputation score and the cost of debt. A half-point (0.5) improvement in the reputation score, or moving up a quintile in reputation rankings, reduces the cost of debt by approximately 6.2 to 21 basis points, even after taking into account the effect of other firm-level variables that are known to affect credit risk. This impact is more significant for smaller firms and when other information about the firm is disseminated less widely.
Reputation and Credit Spreads: Instrumental Variable Analysis
Diamond (1991) suggests that firm age can be used as a proxy for firm reputation. For robustness, we use age of the firm from its initial public offering as an instrumental variable for Fortune scores to alleviate potential endogeneity concerns. Prior research suggests that firm age is related to reputation and is likely to affect corporate bond spreads through the reputation channel.
In columns (8) and (9) The existing literature on the cost of debt has attempted to proxy for firm reputation by measuring narrower attributes of a company. To ensure that our reputation measure contains unique information not contained in these other measures, we included them as independent variables in our regressions. Controls for firm size, analyst coverage and credit rating are included in the results shown in Table 4 . We also added controls for disclosure quality, auditor quality, underwriter quality, CEO tenure, and length of time the bonds have been outstanding. Since these additional controls are generally available for smaller subsamples of firms, we did not include them in the results shown in this paper but analyzed them separately as robustness tests. We find that our reputation measure is not subsumed by these other measures and is instead robust to their inclusion. The results suggest that the Fortune score is capturing unique information about company reputation. column (9) verify earlier findings by showing a significant negative relationship between corporate bond spreads and firm reputation using firm age as an instrument.
Reputation and Covenants
The agency theory of covenants predicts that small, highly levered, volatile firms with significant information asymmetries would be more likely to include covenants in their debt agreements (Bradley and Roberts 2004) . As it was shown earlier, highly reputable firms tend to be larger, with smaller leverage, lower volatility as well as being more transparent in their financial reporting, which taken together suggest that more reputable firms should face fewer covenant restrictions. In an attempt to measure the marginal effect of firm reputation on covenant intensity we control for variables such as firm size, leverage, volatility and analyst coverage that are known to affect covenant intensity and at the same time are highly correlated with firm reputation.
We obtain covenant information from FISD. For each bond issue, FISD reports more than 50 variables on bondholder protective, issuer restrictive, and subsidiary restrictive covenants.
Because there can be multiple covenants that restrict the same activity, we group the covenant variables into 22 dummies, which indicate whether a specific type of activity is restricted.
Our construction of the 22 covenant dummies is similar to that of Mansi, Qi, and Wald (2013) and Billett, King, and Mauer (2007) . Appendix II provides details on the covenant variables. Finally, we create an overall covenant intensity index by summing the 22 covenant indicators for each bond (TOTAL COVENANTS). We also create a dichotomous variable taking the value of 1 if the bond contains more than the median number of covenants (HIGH COVENANTS). Table 5 reports the effect of firm reputation (REPUTATION) on the number of covenants.
Columns (1) and (2) report results from logit regressions of the covenant indicator variable HIGH COVENANTS on REPUTATION and other predictor variables. REPUTATION has a significant negative effect on HIGH COVENANTS. Firms with higher reputations are less likely to issue bonds with extensive covenants. Columns (3) through (6) report results from Poisson regressions of the total number of a bond's covenants (TOTAL COVENANTS) on REPUTATION and other predictor variables. Again, firms with higher reputations are less likely to issue bonds with extensive covenants. These results suggest that the participants in the bond market recognize the firm level differences in reputations and incorporate this information in the way they design bond contracts.
[Insert Table 5 Here]
Reputation and Fraud
As discussed earlier, firms with high reputations are more likely to avoid fraudulent behavior in an attempt to preserve their lower costs of borrowing. Diamond (1991) theorizes that firms borrow and repay consistently in order to establish a good credit history and build up reputation over time. We conjecture that the reputation is a valuable asset that firms attempt to preserve by avoiding actions that may reduce its value. In particular, Karpoff and Lott (1993) and Karpoff, Lee, and Martin (2008) show that reputational costs of corporate fraud are large and constitute most of the costs incurred by firms accused or convicted of fraud. We test whether firms with high reputation scores avoid fraudulent behavior. In particular, we examine the empirical relation between a firms' Fortune scores and SEC enforcement actions due to fraud.
We identify firms that have been subject to enforcement actions by the U.S. Table 6 reports results from logit regressions of FRAUD FLAG on REPUTATION and other control variables. The controls that we use are similar to those used in the literature that has examined fraud prediction. The prior literature suggests that corporate governance may also be an important determinant of fraudulent behavior (see for instance, Agrawal and Chadha 2005).
We control for corporate governance in separate regressions as its inclusion results in a significant reduction in the number of observations in the sample. We also report results separately for the full sample of firms with Fortune scores as well as the sample of firms with Fortune scores that have corporate bonds outstanding.
Columns (1) and (2) report results from the full sample, and columns (3) and (4) report results for the subset of firms with bonds outstanding. For all the specifications reported in Table 6 , the coefficient on REPUTATION is significant and negative suggesting that firms with better reputations are less likely to face SEC enforcement due to fraud. The effect of the control variables on the probability of fraud are similar to those reported in the prior studies. The results become slightly weaker when we consider only firms with bonds outstanding, which results in a reduction in the number of observations included in the regression. Overall, the empirical results are consistent with the notion that firms with high reputations avoid fraudulent behavior to preserve their lower costs of borrowing. These results are also consistent with the theoretical literature that emphasizes that reputation built over time is an important intangible asset that affects credit relationships.
[Insert Table 6 Here]
Reputation and Failure Prediction
In Section 5.1 we show that higher reputation leads to lower cost of debt, in section 5.2 we document that firms with better reputations face less covenant restrictions and in section 5.3 we show that highly reputable firms are less likely to face S.E.C enforcement actions due to fraud. In this section, we show that highly reputable firms are less likely to face bankruptcy lending further support to our findings in the previous sections.
To measure the probability of a c o r p o r a t e f a i l u r e , we estimate a dynamic panel model using a logit specification, following Anginer and Yildizhan (2012), Shumway (2001), Chava and Jarrow (2004), and CHS (2008) . We use information available at the end of the calendar year to predict failures twelve months ahead. Specifically, the marginal probability of failure (PF) for company i over the next year t is assumed to follow a logistic distribution:
where X is a vector of explanatory variables available at the time of prediction, and includes a comprehensive list of explanatory variables that have been used by previous papers to predict corporate failures. Our failure measure is defined as rating downgrade to CCC+ or below by
Standard and Poor's, a severely negative assessment of a company's capability of meeting its obligations. We employ accounting variables used in CHS (2008) as well as Merton's distanceto-default measure. All variables included in the hazard regressions that follow are described in detail in Appendix I.
Results are reported in Table 7 . In the first two columns, we include only covariates used by insignificant, which is not surprising given that these are large firms.
[Insert Table 7 Here] 11 McFadden's pseudo R 2 is calculated as 1 − L1/L0, where L1 is the log likelihood of the estimated model and L0 is the log likelihood of a null model that includes only a constant term.
In the third column, we add the reputation score, REPUTATION, as an additional covariate to the credit risk variables. A higher reputation score significantly lowers failure probability, even with the credit risk control variables included.
We confirm the results by running additional regressions in columns (4) and (5). Column (4) uses Merton's distance to default alone. The reputation score is added as a covariate to Merton's distance to default in column (5). The coefficient on REPUTATION remains highly significant, with the anticipated negative sign. The reputation score contributes failure-related information that is not already captured by Merton's distance to default.
The conclusion is that the reputation of a firm among industry experts improves failure prediction, even after we control for the more traditional determinants of credit risk. The success of the reputation variable in failure prediction suggests that reputation captures unique information not contained in the standard credit risk measures. The results also suggest that reduction in default risk (and its associated costs) is the channel through which reputation affects credit spreads.
Conclusion
We show that firm reputation plays an important role in determining the cost of debt. We employ a direct and comprehensive measure of company reputation using the annual ranking of "most admired companies" published by Fortune magazine, which surveys industry experts about firm reputations along a host of dimensions. We find a robust inverse relation between a firm's reputation as measured by its score in the Fortune survey and the firm-level valueweighted credit spread on its bonds. A half-point (0.5) improvement in the reputation score, or moving up one quintile in the reputation ranking, leads to a reduction of 14 basis points in the cost of debt, after controlling variables that are known to impact bond spreads as well as other traditional reputation proxies used in prior work. We find that the impact of reputation on the cost of debt is more pronounced when other information about the firm is less-widely disseminated. In addition, we find that reputation's impact is more pronounced in smaller firms and firms with higher distress risk.
We show how the Fortune reputation score helps to explain variation in credit spreads: it captures unique information about whether a firm will honor its commitments. The Fortune reputation variable is a good ex ante predictor of corporate distress, improving upon standard measures used in the literature. It contains information about default risk above and beyond that conveyed by accounting and market variables, corporate ratings and structural parameters. We also find that firms with high reputation face less stringent covenants and are less likely to be the target of SEC fraud investigations. In all, we find that by explicitly accounting for firm reputation, we improve our understanding of credit risk. We also find that favorable firm reputation conveys tangible financial benefits to a company through a reduction in its cost of debt capital. Note: This table reports summary statistics for firm characteristics and distress measures for portfolios of companies sorted by the level of the REPUTATION score from low (L) to high (H). H-L reports the difference between the highest reputation portfolio and the lowest. REPUTATION is the firm's reputation score, SPREAD is the firm-level credit spread in basis points, PROFITABILITY is net income to total assets, LEVERAGE is the total liabilities to total assets, EXCESS RETURN is the average monthly return in excess of the S&P 500 index, CASH is cash to total assets, IDIOVOL is idiosyncratic volatility, MARKET-TO-BOOK is the market-to-book ratio, SIZE is market capitalization (measured in millions), MERTONDD is Merton's distance to default, CHS-Z is CHS z-score, RATING is the Standard & Poor's corporate rating converted into numeric value (AAA=1, …, CC=20), MOMENTUM is cumulative return over the prior twelve months, GOVERNANCE is a governance index, INST OWNERSHIP is the fraction of shares outstanding held by institutional investors. The variables are defined in Appendix I. Statistical significance at the 10%, 5% and 1% levels is denoted by *, **, and ***, respectively. Note: This table reports the mean annual spreads (in basis points) for reputation portfolios after controlling for different measures of default risk, i.e. Merton's distance to default (MERTONDD), S&P ratings (RATING) and CHS z-score (CHS-Z). Default risk portfolios are formed by sorting firms into five groups each September from 1982 to 2006 according to the most recent measure of distress risk (using, alternatively, MERTONDD, RATING, and CHS-Z). Then within each default risk group we sort firms into five groups based on the Fortune reputation score (REPUTATION), creating a total of 25 portfolios. The spread (SPREAD) in basis points for the five reputation portfolios are averaged over each distance to default portfolio to account for the impact of distress risk. Hence, the reputation portfolios control for distress risk. The same procedure is repeated for S&P rating (RATING) and CHS z-score (CHS-Z). Finally we calculate the spread for a high-reputation minus low-reputation hedge portfolio. Panel A reports the average values of different distress risk measures in the five reputation portfolios as well as the mean difference for these measures for the high-reputation minus low-reputation hedge portfolio. Panel B reports the average spread in basis points for the 25 portfolios formed by double-sorting based on CHS-Z and REPUTATION. Panel C reports the mean annual spread in basis points for reputation portfolios before and after controlling for the different measures of default risk (MERTONDD, RATING, CHS-Z). The variables are defined in Appendix I. Absolute values of t-statistics are reported in parentheses below coefficient estimates. Statistical significance at the 10%, 5% and 1% levels is denoted by * , ** , and *** , respectively Table 4 reports OLS and Fama-Macbeth regressions of SPREAD on firm characteristics and distress measures. SPREAD is the firm-level credit spread, REPUTATION is the firm's reputation score, PROFITABILITY is net income to total assets, LEVERAGE is the total liabilities to total assets, CASH is cash to total assets, RETURN is the cumulative return over the past year, IDIOVOL is idiosyncratic volatility, MARKET-TO-BOOK is the market-to-book ratio, Log SIZE is the logarithm of market capitalization (measured in millions), RATING is the Standard & Poor's corporate rating converted into numeric value (AAA=1, …, CC=20), INST OWNERSHIP is the fraction of shares outstanding held by institutional investors, GOVERNANCE is a governance index, ANALYSTS is the number of analysts (divided by 100) that follow the firm. The variables are defined in Appendix I. Columns 1 through 6 report OLS coefficient estimates using year fixed effects. In addition, firm fixed effects are used in columns 1, 2, 5, and 6, industry fixed effects are used in column 3, and CEO fixed effects are used in column 4. Column 7 reports results using Fama-Macbeth regressions. Absolute values of t-statistics are reported in parentheses below coefficient estimates. Statistical significance at the 10%, 5% and 1% levels is denoted by * , ** , and *** Note: Table 5 reports the effect of firm reputation (REPUTATION) on the number of covenants in corporate bonds. Columns (1) and (2) report results from logit regressions of a covenant indicator variable (HIGH COVENANTS) on predictor variables. HIGH COVENANT is a dichotomous variable taking the value of 1 if a bond contains more than the median number of covenants. Columns (3) through (6) report results from Poisson regressions of the total number of a bond's covenants (TOTAL COVENANTS) on predictor variables. REPUTATION is the firm's reputation score, PROFITABILITY is net income to total assets, LEVERAGE is the total liabilities to total assets, CASH is cash to total assets, RETURN is the cumulative return over the past year, IDIOVOL is idiosyncratic volatility, MARKET-TO-BOOK is the market-to-book ratio, Log SIZE is the logarithm of market capitalization (measured in millions), RATING is the Standard & Poor's corporate rating converted into numeric value (AAA=1, …, CC=20), INST OWNERSHIP is the fraction of shares outstanding held by institutional investors, GOVERNANCE is a governance index, Lag COVENANTS is TOTAL COVENANTS lagged by one year. The variables are defined in Appendix I. All columns include year fixed effects. P-values are reported below coefficient estimates. Statistical significance at the 10%, 5% and 1% levels is denoted by * , ** , and *** , respectively. 
Table 7 Failure Prediction
Note: This table reports results from logit regressions of a failure indicator variable (FAILURE) on predictor variables. FAILURE is dichotomous variable taking the value of 1 if a firm is predicted to be downgraded to CCC+ or below by Standard & Poor's in twelve months. PROFITABILITY is net income to total assets, LEVERAGE is the total liabilities to total assets, EXCESS RETURN is the average monthly return in excess of the S&P 500 index, IDIOVOL is idiosyncratic volatility, C ASH is cash to total assets, MARKET-TO-BOOK is the market-to-book ratio, MERTONDD is Merton's distance to default, REPUTATION is the firm's reputation score. The variables are defined in Appendix I. P-values are reported below coefficient estimates. McFadden pseudo R 2 values are reported for each regression. Statistical significance at the 10%, 5% and 1% levels is denoted by * , ** , and *** , respectively.
(1) 1983 -2007 1983 -2007 1983 -2007 1983 -2007 1983 -2007 Nagel (2005) . First, we obtain data on institutional ownership from the Thomson Financial Institutional Holdings (13F) database. We sum the stock holdings of all reporting institutions for each stock in each year. 12 We then divide each stock's institutional holdings by total shares outstanding to obtain the fraction of shares outstanding held by institutional investors (INST), which yields the numbers reported in Tables 1 and 2. For subsequent analyses conducted in Tables 4 and  5 , we control for potential correlation between firm size and fractional institutional ownership. We regress prior-year fractional institutional ownership on the log of prioryear firm size. Some transformations, however, are necessary for this regression to be well specified. The fraction of institutional ownership (the dependent variable) is bounded by 0 and 1. To map it to the real line, we perform a logit transformation, Restricts issuer to the type or amount of property used in a sale leaseback transaction and may restrict its use of the proceeds of the sale. A sale leaseback transaction is a method of raising capital in which an organization sells some specific assets to an entity that simultaneously leases the asset back to the organization for a fixed term and agreed upon rate.
Subsidiary sales leaseback
Restricts subsidiaries from selling then leasing back assets that provide security for the debtholder. This provision usually requires that assets or cash equal to the property sold and leased back be applied to the retirement of the debt in question or used to acquire another property to increase the debtholders' security Covenant requiring the issuer to use net proceeds from the sale of certain assets to redeem the bonds at par of at a premium. This covenant does not limit the issuers right to sell assets
Sale assets
Restriction on the ability of an issuer to sell assets or restrictions on the issuer's use of the proceeds from the sale of assets. Such restrictions may require the issuer to apply some or all of the sales proceeds to the repurchase of debt through a tender offer or call.
Subsidiary sale assets unrestricted issuer must use proceeds from sale of subsidiaries' assets (either certain asset sales or all asset sales over some threshold) to reduce debt. Upon a change of control in the issuer, bondholders have the option of selling the issue back to the issuer(poison put). Other conditions may limit the bondholder's ability to exercise the put option. Poison puts are often used when a company fears an unwanted takeover by ensuring that a successful hostile takeover bid will trigger an event that substantially reduce the value of the company Merger Consolidation merger Indicates that a consolidation or merger of the issuer with another entity is restricted
Earnings
Fixed charge coverage Issuer is required to have a ratio of earnings available for fixed charges, of at least a minimum specified level. Subsidiary fixed charge coverage Subsidiaries are required to maintain a minimum ratio of net income to fixed charges
Net earnings test issuance
To issue additional debt the issuer must have achieved or maintained certain profitability levels. This test is a variations of the (more common) fixed coverage tests
Net worth
Maintenance net worth Issuer must maintain a minimum specified net worth Declining net worth If issuer's net worth (as defined) falls below minimum level, certain bond provisions are triggered Rating decline Rating decline trigger put A decline in the credit rating of the issuer (or issue) triggers a bond holder put provision
